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TFP AND ENDOGENOUS GROWTH IN SOUTH EAST EUROPEAN 







The main objective of this paper is to determine the forces that have driven the economic growth 
in Albania relative to Southeast and Central European countries from the beginning of transition 
period year 1993 until 2008, before the global crises was spread in developing countries. We are 
based in Growth –Accounting approach in order to specify the role of total factor productivity (TPF) 
as growth enhancing factor in different phases of their economic development and an econometric 
analyze of major growth factors based on endogenous growth theory. The main findings of this paper 
are: (1) TFP and capital accumulation has been playing an important role for all countries under 
survey, the impact of labor as growth enhancing factor has been limited (2) macroeconomic stability, 
trade openness, and investment in infrastructure matters to growth. Therefore we support the idea 
that Albania government should give priority of scare government resources towards these sectors. 
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1. Introduction 
The focus of all policy makers in developing countries are effective policies that 
aim to attain sustained growth, improving living standards and eliminate poverty and 
disease. This paper is focused on the role of government policies for sustaining 
economic growth in Albania. The motivation behind this is the fact that both set of 
variables, credible macroeconomic stabilization and range of reforms are needed to 
sustain long term growth. Related to necessary reforms Albania has made 
considerable progress, we have a liberalized trade regime, we are member of WTO 
organization since 2000, and have signed many bilateral free trade agreements with 
neighbor countries
1, regarding to competition policies, in Albania is open the 
competition office, and since year 2002 have introduced the system of deposit 
insurance necessary for financial sector development. 
Albania has had an impressive GDP growth rate over the transition period, 
before financial crisis the growth rate for time period 2002 -2007 has been sustain at 
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6 percent level, which is comparable with growth rate reported by our neighbor 
countries. In the last year Bosnia and Herzegovina, and Montenegro, have reported 
respectively 6 percent and 5.9 percent annual real GDP growth rate. The domestic 
inflation rate has been in the same line with that reported in Montenegro at about 2.8 
percent, but high relative to 2.3 percent in Bosnia and Herzegovina
2. According to 
official sources the domestic growth rate of 6 percent is sustainable and is expected a 
small increase in the near future
3 but the impressive growth rate that Albania has 
reported in the beginning of transition period around 13 percent is considered 
unreachable in midterm. The limit integration of Albania into global financial market 
make possible the small impact of financial crisis during 2008-2009 in Albania 
economy, the recession on Albanian trading partners has lead to a fall in exports. The 
economic activity of European Union was deteriorated by the last quarter of 2008. 
The economic growth declined from 0.7 to -0.8 percent in the third quarter to -1.2 
percent in the fourth quarter of 2008, this caused a slowdown in Albania economic 
growth from about 7 percent to 3.3 percent in 2009. Decrease in remittances, was 
another channel through which the global crisis affected Albania economy, 
remittances have fallen dramatically with about 16 percent during global crises. 
This impressive growth rate was supported by increase in total factor 
productivity, that since year 2000 have had a considerable decline
4. This paper will be 
focused on determining the role that government expenditure has played in sustain 
growth rate in Albania. After making a selective literature review, will briefly be 
analyzed Albania reality with growth enhancing factor relative to other transition 
economies, followed by econometric estimation and summary and conclusion. 
 
2. Growth accounting 
Growth accounting approach is used in this work in order to determine the 
extent in which the improvement in technology contributes to the GDP increase. 
According to this methodology, the growth rate of technology is measured indirectly 
as the growth rate that cannot account for observable inputs, capital and labor. The 
basic of growth accounting is represented by Solow (1957). 
The basic assumption is that output is produced according to Cobb –Douglas 
production function, with constant returns of scale, in the function of the form: 
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At is the technology level, Yt is the total GDP, Kt is the capital stock and Lt is 
the number of worker employed in the economy. From the above equation the 
change in TFP in logarithms term could be calculated as 
                 1        
 
Another assumption made in order to evaluate TFP impact on growth, is that 
the elasticity’s of output with respect to capital and labor are respectively 0.3 and 0.7
5. 
In this work is analyzed the performance of Albania economy relative to other 
developing countries. For the time period under survey, year 1993 -2007, are used the 
GDP date reported by Penn World Tables that made possible making comparison 
between counties. 
The ILO database is used for measurement the total number of worker employed 
in the economy in the given year. For capital measurement is used the perpetual –
inventory method, which considers that the capital stock available in a given period, is 
equal with capital from previous period plus investment during the given period minus 
depreciation. The standard formula for the capital stock accumulation is: 
          1         
 
In order to evaluate the level of capital stock we have also assumed the constant 
rate of depreciation at about 3 percent, and the initial capital output ratio relative to 
GDP 3 percent. 
The results abstained are shown in the following table: 
 
Table 1: Growth Accounting Results for Transition Economies (in percent 
annual average 1993 -2007) 




Contribution of Growth 
(percentage points) 

























































                                                 
5 Theoretically the social marginal product of capital and labor are computed based on factor prices. 
In the absence of the information for factor prices it is assumed that the sum elasticity of output 
related to labor and capital is constant and equal to 1. The similar assumption was made by 
Loukianova and Unigovskaja (2004), in their empirical work related to recent growth in low income 
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Before interpreting the evaluated data it is important to stress that measurement 
of TFP should considered with some reserves, not only because of the set of 
assumption made for constructing growth approach, but also from technical 
problems such as the impossibility to account for the efficiency with which the 
inputs are used, hidden employment, as well as measurement problems. 
From the above reported data the contribution of TFP in Albania after year 
2000 has decreased significantly relative to the period before 1999, although the 
impact of TFP is still important for growth sustainability. Very important role for 
Albania growth performance has been played by capital accumulation. If we compare 
the real GDP decomposition in Albania with other developing counties reported in 
above table, could be noticed that for all the counties under survey, strong growth of 
GDP has been driven by TFP. The contribution of capital accumulation has also 
been important growth enhancing factor for about all the countries, especially after 
year 2000. The impact of labor has been limited in about all countries under survey. 
 
3. Econometric analyses of major growth factors 
In this part we are focused on analyzing the role of government policies on 
growth for countries under survey. The early years of transition are not included in 
the model in order to avoid the distortion that came from the early reform such as 
price liberalization in these countries. 
 
3.1 The literature review 
The Solow growth model (1956), shows that persistent long term growth must 
come from technological progress, but doesn’t explain where technological progress 
come from. By treating exogenous growth determinants, this model leaves no room 
for government policy to affect long term growth rate. Late 1980 early 1990 some 
authors like (Lucas 1988), (Barro 1990), developed endogenous growth theory model 
that changed the view of the role of government in growth theory. Bad government 
policies accumulate less capital and fail to use the capital they have as efficiently as 
they might. In the framework of this theory (Cortright 2001), states that policy 
makers need to pay careful attentions to all the factors that provide incentives for 
knowledge creation (R&D, the education system, macroeconomic expectation, and 
openness to trade). 
Macroeconomic literature especially Keynesian school suggested that government 
spending accelerate economic growth. It is broadly accepted that physical infrastructure 
and a limited set of public goods are necessary for economic development. However as 
government move beyond these core functions economic growth is adversely affected
6. 
World Bank report (2006), stresses that not only the government size but also expenditure 
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composition matters for economic growth, especially in counties when the government is 
week. Some authors like (Falcetti, Lysenko, Sanfey 2005) have incorporated the overall 
fiscal balance variable in standard growth model and have found empirical support for 
positive impact of fiscal surpluses in enhancing economic growth. Other authors have 
done a disaggregated analyze of government expenditure on growth, in order to measure 
the impact and direction of different expenditures categories in growth. (Douglas and 
Williams 2007); (Bose, Haque and Osborn 2003) have strongly support the modern 
growth theory, that states that education is an important key variable to economic 
prosperity, and recommend allocation of scare government resources towards education 
sector. Wang and Otto (2005) have analyzed the relationship between growth and nine 
major areas of government expenditure. They found that different expenditure have 
different impact on growth. Highways were related to growth positively, expenditure on 
environment, housing, administration and insurance trust had a negative impact. They 
didn’t found evidence that the education expenditure was statistically important to growth, 
but expenses in education were positively related to growth. (Pang and Michael 2007), 
(Zareva 2002), (Falcetti, Raiser, Sanfey 2000) have found evidence that political stability, 
government effectiveness, public spending on education, quality of labor force, control of 
corruption and property right are important determinant of growth. (Mensbrugghe 2007), 
have found empirical support for positive impact on growth of government expenditure in 
infrastructure and education together with other variables like FDI and trade openness. 
Empirical support for positive impact of FDI in growth is found by (Neuhaus 2005)
7. 
For developing countries in standard growth models are often incorporated 
variables that measure the macroeconomic stability of a country (inflation rate and 
trade openness) and variables that measure the level of financial development. 
Related to inflation the empirical work have supported the negative relationship 
between inflation and growth, see (Bruno and Easterly 1996), (Faria, Carneiro 2001), 
(Amber and Cardia 2002). The negative relationship is supported by theoretical 
perspective, because inflation undermines the confidence of domestic and foreign 
investors, and worsens long run macroeconomic performance of the county. The 
level of financial development is found to be positively related with economic 
growth
8. In countries with underdeveloped financial system remittances have found 
to be beneficial to economic growth see (Quillin, Segni, Sirtaine and Skannels 2007). 
In this work consistent with similar studies that are mention above, the role of 
government sector in economic growth is not studied separately but together with 
important growth determinant factors. 
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3.2 Model specification 
For econometric work are used annual data for the period, year 1994 –2007, for 
nine transition economies. In econometric analyze are considered two set of 
variables. In the first set of variables are included the variables that are related to 
overall macroeconomic condition of a country, such as CPI, trade openness, a 
variable that measure development of financial system, represented by credit to 
private sector. In the second set of variables are included fiscal variables represented 
by total government expenditure rate relative to GDP, and the EBRD infrastructure 
index. We have used the average annual GDP growth rate as the dependent variable. 
 
The regression form for a country i is as follows: 
                      ,         ,           ,            ,       
    ,                ,                           
 
CPI is average annual inflation, TRADE is the ratio of export plus import 
relative to GDP, CREDIT is total credit to private sector relative to GDP, INVEST 
is total investment to GDP ratio. In the short run is expected positive impact on 
growth of total budget expenditure relative to GDP. 
On the bases of analysis for nine transition economies, the main results can be 
summarized as follows: 
  The impact of total government expenditure ratio relative to GDP is positive 
for the countries under survey, which is consistent with economic theory related to 
short time relationship between these variables. This variable is not statistically 
significant. One possible explanation for this is that fiscal consolidation in developing 
countries is basically based on reduction of government expenditure. For example 
Albania fiscal adjustments that have started since September 1992, is basically 
focused on expenditure cuts. Measure on the revenue side was introduction of VAT 
late 1997, after 1999 the adjustment occurred through cut on public expenditure
9. 
The EBRD infrastructure index is positive related to growth and statistically 
significant. This result is consistent with the work of (Mensbrugghe 2007) that 
determines the role of infrastructure key growth enhancing factor. 
  The impact of inflation, which is used to measure the impact of stabilization 
macroeconomic policy on growth is negative and statistically significant 
  Financial development measured by ratio credit to private sector relative to 
GDP has a positive impact, but is not statistically significant. Other empirical studies, 
such as (Honohan 2003), (Kan and Pentecost 2000), and (Rioja and Valey 2002) in 
countries with low level of financial development have found an uncertain positive 
relationship between financial development and growth, but positive relationship was 
uncontestable for countries with intermediate and high level of financial 
development. For developing countries with borrowing difficulties a substitute for 
financial development is fund to be private remittances see (Guiliano and Arranz 
2005), therefore are determined growth enhancing variable. 
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  Investment, and trade openness relative to GDP have a positive significant 
impact on growth 
 
Table 2: Regression Results: Dependent variable real GDP growth (fixed effect 
estimation) 
Sample for nine countries 
Method: GLS (Cross Section Weights) 
  Coefficient          Std. Error           t-Statistic             Prob. 
BD expenditures 0.011                       0.566                   0.207                   0.836 
CPI  -0.073                      0.035                  -2.095                   0.039 
CREDIT  0.020                       0.040                    0.497                   0.620 
EBRD Infrastructure index 2.507                       0.722                    3.475                   0.000 
INVEST  0.126                       0.053                    2.377                   0.020 
TRADE  0.046                       0.021                    2.200                   0.031 
Country fixed effect coefficients 
Albania  0.69 
Bulgaria  -2.00
Croatia  -3.69









S.E. of regression 
F-statistic 
Prob(F-statistic) 
Number of observation 72 
0.83                   Mean dependent var                         5.615998 
0.79                   S.D. dependent var                           2.369696 
1.08                   Sum squared resid                           66.45800 
56.99                 Durbin-Watson stat                          1.559132 
0.00 
 
4. Summary and Conclusion 
In this paper are analyzed the main forces that have driven the economic growth 
in Albania relative to some Southeast and Central European countries, from the 
beginning of transition period year 1993 until 2007. The Growth –Accounting 
approach has specified the role of total factor productivity (TPF) and capital 
accumulation important for growth performance, in different phases of their 
economic development, the impact of labor as growth enhancing factor has been 
limited. 
The demand decomposition analyze have specified consumption the main 
driver of output recovery. Investment has played an important role, especially after 
the year 1999. Foreign trade performance has also played an important role in 
growth. Romanian Economic and Business Review – Vol. 6, No. 2  77 
The econometric analyze of major growth factors has concluded that 
macroeconomic stability of a country, trade openness, and investment in 
infrastructure matters to growth. 
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